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Abstract
While the efficient market hypothesis suggests that stock price reflects the fundamental
condition of companies, which could affect investors’ decisions, this technical note reports
empirical evidence that stock price is also influenced by the public’s perception of the market
situation. This note shows that the source of funds circulating in the Indonesia Stock
Exchange is related to excess liquidity resulting from the policy of quantitative easing (QE)
by developed countries’ central banks. Banks funding assets with debt results in leverage
relationships with the Capital Adequacy Ratio (CAR) negatively affected. Thus it is evident
that the Indonesian banking strategy is "reactive" and is influenced by external factors.
External factors can be influenced by global issues as well as internal (enterprise
performance) issues. Therefore foreign and global issues may be important (perhaps
dominant) in determining the perceptions of the Indonesian stock market.
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Introduction
Since the 2008 financial crisis, awareness of the psychological elements of global
macroeconomic conditions is increasing. The globalization of financial markets has made the
relationship between customers and suppliers, more fluid and dynamic. It has also driven
countries’ fiscal and monetary policy to adapt to the structure of competition; also resources
have become more influential which could add to the potential systemic risk of the financial
condition of corporations.
From the corporation’s (micro-) perspective, financial statements are the reflection of their
activity. Financial reporting separates accounting theory into two structures, namely (1) the
Balance Sheet, which illustrates the balance of assets that are mathematically derived from
debt + capital; and (2) the Income Statement that describes the operations of corporations in
gaining revenue and issuing expenses, the difference in net positive financial costs (debt and
or dividends are distributed to shareholders) are a source of funds to strengthen their capital
account in the balance sheet.
However, relations between limited assets derived from debt or capital, and capital from
shareholders or retained earnings them is strongly influenced by the behaviour of the
economy as a whole (macro structure) displayed in the figure below.

Figure 1: Structure of Macro - Micro

Following the 1998 crisis, Asian countries’ central banks (which were the crisis’s epicentre)
have played a more active role in setting monetary policy. This is also what happened to the
US’s central bank The Fed after the global financial crisis of 2008 when the US was the
crisis’s epicentre. The Fed has since played a more active monetary role. Indeed, the impact
of this role has spread throughout the world. Schäffer et al (2011) found that many
researchers on finance fail to pay due attention to the effect of The Fed’s quantitative easing
because they use too normative a research approach. These effects might be better understood
if the "linkage theory" of the macro economy is used. The 1998 Asian crisis has led to Asian
Central Banks being directed to actively influence market expectations (Siok, 2009). This
becomes an important factor for corporate income, interest cost, and stock price expectations
(Kyung, 2008).
Literature Review
Several studies have been dedicated to evaluating how research into financial strategy is
conducted. Among them, Schäffer et al (2011) extensively reviews work on financial strategy
before the 2008 financial crisis. They found evidence that the influence of macro and
monetary policies within countries as the occurrence of vacancy factor to market behaviour.
They also emphasise the dominance of competition among developed countries as the "body
of knowledge" of strategic finance as a mean of risk assessment. Nevertheless, for the pre72
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crisis period, the study from Schäffer et al (2011) does not include the psychological
elements of global macroeconomic conditions in their study. However, these elements should
be considered as they could influence the behaviour of the whole global financial market.
A study from Kyung (2008) examines the effect of USD volatility on stock market condition
in (South) East Asian countries. It employs statistical modelling to compare volatility with
similar studies from Dumas and Solnik (1995); Bartov et al. (1996); De Santis and Gerard
(1998); Aquino (2005, 2006); and Yau and Nieh (2006). The model shows that before the
1998 crisis, the impact of USD volatility on the stock market in developing countries was
relatively small, and the correlation with the market in the US was quite strong. Nevertheless,
when the crisis occurred, the condition of stock markets in the US is less affected by the
volatility of USD, in comparison to the Asian countries which showed a large impact (Kyung,
2008).
The liquidity of financial markets that determines global money supply will affect inflation
and thus economic growth, especially for developing countries which are very dependent on
the exchange rate of their currency. Fluctuation and deterioration of exchange rates are very
influential on prices and overall consumer purchasing power as was seen in the 1998 Asia
crisis. The contagion effect of currency depreciation drove upward-spiralling inflation due to
the position of imports, especially from the side of foreign capital, either through debt
syndication and foreign banking or stock held in foreign capital markets. The aftermath was
overall that economic indicators in the affected countries plunged. Moreover, exchange rate
volatility against the USD also came from stock market pressure (as seen in the Philippines
where the currency was relatively stable before the 1998 pressure occurred in Asian markets).
Thus, stock market pressure can also be perceived as another source of the crisis (Aquino,
2005).
The 1998 Asian crisis has provided valuable lessons for developing countries. Exchange rate
volatility not only led to deterioration of financial markets, but also triggered a banking crisis.
This eventually led to de-industrialization in the developing countries which spurred inflation
due to the position of imported goods. In the aftermath, most of the Asian countries in the
epicentre of the crisis changed their exchange rate management policy, from fixed to floating
rate. In addition, an ITF (inflation targeting framework) was also widely implemented. ITF
focuses on managing interest rates as the mechanism to keep inflation within set targest.
However, a review of the implementation of ITF in ASEAN countries suggested that ITFs are
not as successful as were claimed by Central Banks. Benchmark interest rates, which refers to
the inflation target (ITF) was found to be less than effective as a buffer to provide stability
against exchange rate volatility (Siok, 2009). When central banks control inflation
expectations through their benchmark rates, then the monetary policy becomes a determinant
factor in corporate financial strategies. This is the gap which is not found in most strategic
finance literature before the 2008 financial crisis (Schaffer et al, 2011). Corporates tend to
overlook factors that are affected by monetary policy (and exchange rates) in their financial
strategy (Siok, 2009).
Siok (2009) points out that the benchmark interest rate policy of the Central Bank in
developing countries that actively prevents inflation expectations (ITF) could not effectively
reduce exchange rate volatility. This is because of the position of the post-inflationary crisis
in developing countries, which are net importers due to de-industrialization of their corporate
sector. The inflationary role (position) of imports of consumer goods has made the ITFs into
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ETFs (Exchange Targeting Framework). This was reflected in a research from six developing
countries (Brazil, Chile, Mexico, Thailand, South Korea and the Czech Republic) showing
the ITFs respond to the movement of the exchange rate rather than to inflation itself (Tahir,
2011).
Tahir (2011) also shows the risky position of developing countries due to exchange rate
volatility such as led to the 1998 Asian crisis (Kyung, 2008). If inflation becomes vulnerable
to exchange rate volatility, the ITF policy in developing countries would not be stable in the
medium and long term, it would also tend to be expensive, or in other words, bear highinterest (Siok, 2009). The Central Bank interest rate fluctuations make significant impact on
the sustainability of corporate financial posture (strategy) in three ways: (1) Fluctuation will
raise interest rate making it difficult for expansion to take place; (2) Fluctuations in exchange
rates and central bank intervention in the currency market will affect the volatility in the
stock market, making the cost of capital higher. This will, in turn, increased shareholders’
distress. (3) Consumers’ and suppliers’ purchasing power will be prone to unstable inflation.
Mainstream economists argue that one of the causes of the 2008 financial crisis was a
"savings gap" from interest rate competition between the central banks of developed
countries and developing countries. They also highlight the issue of the “currency war”
launched by the developing countries that had not revalued their currency because of their
capital control regime (with high interest rates) as another cause of the crisis (Liang, 2012).
In other words, Liang (2012) supports the research of Tahir (2011) that developing countries
will resist the outflow of money by using high interest rates out of concerns about free
foreign exchange regimes. Also, developing countries’ central banks still intervene in money
markets as short-term inflation therapy. Developing countries like China conduct progressive
reabsorption of foreign funds into Asia through high interest rate instruments accompanied by
"capital controls".
In response, developed countries are urged to lower global interest rates as proposed by
Bernanke (the Fed chairman) at the Central Banks Governors Meeting in Frankfurt, 14
September 2007. However, developed countries actually employ similar strategies to control
liquidity flow based on their interests. For instance, in 2002 Alan Greenspan cut interest rates
after American banks absorbed funds from the 1998 Asian crisis. As stated by Liang (2012)
saving imbalances affect the world since they are controlled by the rate war between states.
Thus, Ben Bernanke in 2007 asked the Central Bank of each country to lower its interest rate,
to stem the flow of funds to the United States (stimulated by the US’s trade deficit to China
since 2003). This was carried out by raising the Fed's rate. In Liang (2012), mainstream
economists also argue that the interest rate war between central banks occurred not only due
to the savings gap factor but also because countries like China employ capital control.
Adjustment to global imbalances by demanding changes be made by developing countries,
while developed countries do not change their behaviour, has created volatility in global
financial markets. This becomes problematic for monetary control in developing countries on
the other side (Liang, 2012). Thus, the 2008 crisis was spurred in part by global imbalances
when the reluctance of developed countries to control global inflation with the movement of
money supply in the money market, met resistance by developing countries such as China to
put a stop to the money supply in the financial market. This literature led to the conclusion
that active monetary policy triggers the choice of corporate financial strategy. On the other
hand, the monetary policy of developing countries is heavily influenced by developed
countries’ monetary policy. Thus, central bank policy is one of the main drivers of
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perceptions that determine the behaviour of actors in the financial markets in developing
countries.
At the time when the crisis burst, negative perceptions developed in the media (both
mainstream and social media) and were a strong influence leading the behaviour of financial
markets for the worse, "bad news leads market volatility behaviour" (Casarin, 2013). The
2008 crisis was then followed by more active market intervention by the Fed. The Fed’s
policy in the market led to reabsorption of funds from developing countries (including in
Asia) but not by using a higher interest rate through a “push-pull” policy money supply
policy of USD in the global financial markets. The Fed's low interest policies, which spread
US dollar funds to developing countries under the Fed's so-called “quantitative easing” (QE).
QE at first seemed a boon for emerging countries, whereby since its beginning in March
2009, the financial markets of developing countries were flooded by liquidity. But developing
countries did not realise that when inflation increased, the Fed would not raise interest rates,
but to the contrary, they lowered interest rates. This would not have been so problematic if
the Fed’s policy was low interest only, but there was also no control of the money supply out
of the financial system. What happened is that money outflow was triggered by the Fed
stimulus injecting USD into the market, through the purchase of US securities by the Fed.
Excess liquidity gained market participants, the control of "push-pull" policies of the Fed QE
equal to the export of the financing crisis and inflation in the United States to other countries.
This then triggered another three central banks that controlled the USD circulation in the
foreign exchange basket of the IMF (SDR: Special Drawing Rights) to perform similar QE
policy in US dollar money markets, the Bank of England (UK), BOJ (Japan), and the ECB
(European Union). Control of money supply in the money market came under control of the
G4 (the Fed, BOE, BOJ and ECB), which heavily influenced by the Fed. The flow of QE
funds into developing countries created the psychological condition of the global financial
markets being controlled by the interests of G4, which may be likely to call the money back
(causing capital outflow) in greater supply than its inflow earlier (Morgan, 2011). Therefore,
when the US economy recovers (which is financed from the volatility of global financial
markets and supported by fiscal policy) the QE will stop because of the decline in the US
fiscal deficit (QE will no longer be necessary).
A “tapering” issue has arisen since the third quarter of 2011 with its peak in 2013 which has
sparked deterioration in financial markets of developing countries. This has caused excessive
volatility in the financial markets over the US Dollar currencies of developing countries,
including Indonesia. Based on research by Casarin and Squzzoni (2013) the 2008 financial
crisis was preceded by the development of negative press coverage which was reflected in
perceptions of market participants in the United States, which then triggered market
deterioration. With the same logic, the Fed also seems to be encouraging the negative
sentiment which drives deterioration of financial markets in developing countries. This
clearly has implications for developing countries, since Asian crisis in 1998 was triggered by
the volatility pressure of financial markets financial markets in developing countries (Kyung,
2008).
Analysis
Global Fund Relationships and Macro Economic Indicators in Indonesia
Empirical evidence suggests that the pressure of global funds into emerging capital markets is
characterized by a depressed position of the exchange rate. This then has an impact on
75
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national macroeconomic fundamentals. Correlation tests show (Indonesian macroeconomic
data 2005-2010) that the negative pressure is mainly derived from stock price movements
(IHSG) in Indonesia stock exchange as shown in Table 1.

Table 1: Correlation Test Macro Economic Indicators in Indonesia (2005-2010)

Global Fund Relationship with Financial Statements in Indonesia
The amount of incoming global funds (related to QE) then affects corporate financial
strategies in Indonesia. It is important to observe these strategies to identify related behaviour
patterns in the balance sheets and income statements of corporations in Indonesia. The
correlation of growth (2007-2011) between accounts in the aggregate financial statements of
public companies listed on the Indonesian stock exchange shows:

Table 2: Correlation Tests for Aggregate Growth Indonesia Public Company Financial Statements (2007
-2011)
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Asset growth is sustained by debt (0.871) as well as by share capital increase (0.819). This
indicates that during periods of capital inflow (such as triggered by the Fed's QE policy)
companies in Indonesia grow through the use of financial markets (debt and stock). The
correlation between the growth in assets, but the risks are almost equivalent is also evident
from the pressure of debt of Gross Profit to Equity significant (0.562). This indicates the
growth of the company's equity is also derived from the increase in retained earnings, which
shows the presence of corporate efforts in Indonesia to change “hot money” in financial
markets into a source of longer duration assets. A negative correlation between the debt
position (liability) and Operating Expenses is also quite significant (-0.529). Global influence
from QE from the Fed’s policy will affect Indonesian banking. The FED makes Indonesian
rupiah fluctuate in accordance with its policy direction. These policies would encourage the
inflow of funds to developing countries that would then be immediately reversed when the
policy turned toward the re-absorption of funds in the financial markets of developing
countries. This leads to the potential destabilisation of “hot money” flowing quickly between
countries.
The ability of banks to maintain liquidity is affected by the efficiency of the bank's risk
management strategies in creating a foundation in business activities (Jasiene, 2012). In the
end, banks make strategic decisions about their levels of risk and profit. The risk of losing the
bank may have an impact on resources, income, and higher running costs that affects the
operational costs and ultimately impact the capital adequacy of a bank (Jasiene, 2012). Only
leverage that showed negative (0.00200) and significant (0.0226) effect to CAR. That is a
very powerful external factor affecting the banking financial. A regression test showing
results for Indonesian banks between 2002 and 2014 is shown in Table 3 below using
EC2SLS. Baltagi and Liu (2009) give further explanations on the use of EC2SLS.

VARIABLES
BI Rate
LDR
Lev
NPL
ROA
Loan
BOPO
Cash Ratio
NIM

CAR (Capital Adequacy)
-677.9
(1,060)
3.294
(5.613)
-0.00200
(0.0226)
-114.3
(204.2)
-0.0904
(3.926)
0.00632
(0.263)
-43.23
(52.02)
1.781
(6.114)
64.90
(116.7)

Table 3: Regression Test for Indonesia Monthly Banking Financial Statements (January 2002 –
December 2014). Number of banks = 102. BI Rate, Loan to Debt Ratio (LDR), Leverage, Net-performing
loans (NPL), Return on Assets (ROA), Loan, ROA, Cash Ratio, Net Interest Margin (NIM) is an
independent variable that is thought to affect Capital Adequacy (CAR).

Banks funding assets with debt thus resulted in leverage relationships with capital adequacy
ratios (CAR) being negative. So it is evident that the Indonesian banking strategy map is very
"reactive" to external factors. External factors can be influenced by domestic or foreign
forces. Domestic forces would include factors such as inflation, while foreign forces would
include the amount of foreign funds that are in Indonesia.

77

Rizky | The Effect of The Fed’s Quantitative Easing Policy

Conclusions and Suggestions for Further Research
Based on a simple correlation test which confirms the findings of previous studies, there is
evidence that an important element in macroeconomic conditions in Indonesia is the pressure
on the exchange rate. The exchange rate pressure is the result of the policy direction
(rebalancing) of a global fund capital inflow triggered the Fed's Quantitative Easing policy.
Identification of the sources of growth of accounts in the financial statements of public
companies in Indonesia also indicated the strength of contextual issues related to global
financial markets.
Indonesia companies utilize profit growth to increase the role of retained earnings in building
the equity structure of the company. However, increasing debt is also used to build assets
with corresponding pressures upon the operating costs of companies in Indonesia related to
servicing this debt.
Indonesian banks funding assets with debt also results in less stable Capital Adequacy Ratios
(CAR). So it is evident that the Indonesian banking strategy map is very "reactive" and is
influenced by external factors such as global issues as well as by internal (enterprise
performance issues).
More research is needed to examine data from both mainstream and social media on the
pattern of stock price movement. Therefore, external triggers, such as global issues, and
internal issues such as enterprise performance issues, can be mapped against each other in
terms of their effect on Indonesian share prices. Where movement in share prices results from
global issues (that cannot be influenced by the individual company), then this should be taken
into account when considering corporate performance.

Figure 2: Model For Further Research
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